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BEFORE THE PUBLIC UTILITIES COMMISSION

OF THE STATE OF HAWAII

In the Matter of the
PUC DOCKET NO. 2008-0273
PUBLIC UTILITIES COMMISSION

Instituting a Proceeding to
[nvestigate the Implementation Of
Feed-in Tariffs

S T N

SOPOGY, INC. RESPONSES TO INFORMATION REQUESTS FROM THE NATIONAL
REGULATORY RESEARCH INSTITUTE
SOPOGY, INC., a Delaware corporation (“Sopogy™), respectfully submits to the State of Hawaii
Public Utilities Commission (the “Commission”™) its Responses to Information Requests from the
National Regulatory Research Institute (*“NRRI”), issued to the parties in the above docket under cover of

the Commission’s letter, dated August 3, 2009.

Respectfully submitted.

DATED: Honolulu, Hawaii, August 12, 2009.

i ’/L—g
PAMELA ANN JOE ESQ.
VP of Public Policy and General Counsel

Sopogy, Inc.
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Responses to Information Requests from the National Regulatory Research Institute

1. During the course of the hearing and in submittals, certain parties described the
difficulty in monetizing state tax credits. The Commission asks for a detailed
explanation, citing the specific tax statutes of the tax credits that developers cannot
often monetize. If the tax credits are use for some projects, such as residential solar PV
installations, but not others, please specify which projects the specific available tax
credits are or are not frequently available for and why.

Sopogy Response:

The State of Hawaii renewable energy tax credits (“RETC”) are generally more difficult
to monetize in the development of utility-scale power generation projects proposed to be
financed, in whole or in part, by financiers who are not State of Hawaii income taxpayers or who
_ otherwise have no State of Hawaii income tax liability. During this most recent 2009 State of
Hawaii Legislative session, the Legislature attempted to address this monetization challenge by
enacting Act 154 which makes the RETC partially refundable. Due to the narrow language of
the RETC statute and Act 154, however, the difficulties are not entirely resolved.

Hawaii Revised Statutes (“HRS™) Section 235-12.5 provides for renewable energy tax
credits (“RETC™) for solar and wind energy systems. Specifically, HRS Section 235-12.5
allows each “individual or corporate taxpayer that files and individual or corporate net income
tax return” to claim an income tax credit equal to the lesser of (i) thirty-five percent (35%) of the
cost of a solar energy system and twenty percent (20%) of the cost of each wind-powered energy
systems, or (ii) $500,000 per commercial system.

By way of example, a utility-scale IMW solar project comprised of a single “solar
system” that costs $7MM could generate a state tax credit of 35% x $7MM = §2.45MM, but for
the RETC cap of $500,000 per “solar system.” As a result, the applicable RETC for this project
is equal to 7%. To calculate the true economic value of state tax credits, however, the resulting
RETC amount must also be “federally tax-affected” -- that is, the state tax credit must be reduced
by the taxpayer’s federal tax rate. Assuming the taxpayer in this example has a 38% federal tax
rate, the true effective tax credit would be $500,000 x (1 - 38%) = $310,000, or a true effective
tax credit of 4.4%.

By way of contract, assuming a solar project is engineered and sized to maximize the
RETC, as most smaller photovoltaic systems are — i.e. taxpayers are able to take a tax credit
equal to thirty-five percent (35%) of the full cost of the project (rather than a lesser credit equal
to the $500,000 credit cap per system), the effective tax credit would be 35% x (1- 38%) =
21.7%.

As an aside, the current structure of the RETC does not, however, always compliment the
efficiencies of scale often applicable to these types of solar projects, and thus, projects
engineered to maximize the RETC may not achieve the most efficient renewable energy
production — a result which ultimately compromises the State’s benefit from the RETC tncentive.
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To further complicate the RETC benefit, HRS Section 235-12.5 continues to provide that
only an “individual or corporate taxpayer who files and individual or corporate net income tax
return”, HRS § 235-12.5, may claim the RETC and/or related refund amount. As such, the
RETC incentives continue to be unavailable to “local” investors who do not file income tax
returns in Hawaii and those investors with no presence in Hawaii who do not wish to file Hawaii
income tax returns in Hawalii.

Prior to this most recent 2009 Hawaii State Legisiative Session, numerous project
developers had difficulty identifying “local” investors with sufficient state tax liability to
capitalize on the then non-refundable RETC, also known as monetizing the RETC. In fact, in
2008 and 2009, developers cancelled a number of significant photovoltaic (PV) solar projects
after investment raising campaigns failed to raise sufficient “local” financing. In other cases,
project developers were forced to charge the project’s customer higher power prices to ensure
sufficient economic return for the project’s investors since the RETC was not monetizable.

During the 2009 State of Hawaii Legislative Session, the State of Hawaii Legislature
_enacted Act 154, which amends HRS Section 235-12.5 to allow for a partial refund of the RETC
for taxpayers without sufficient income tax liability. Act 154 provides that “for solar energy
systems, a taxpayer may elect to reduce the eligible credit amount by thirty percent and if this
reduced amount exceeds the amount of income tax payment due from the taxpayer, the excess of
the credit amount over payments due shall be refunded to the taxpayer; provided that tax credit
amounts properly claimed by a taxpayer who has no income tax liability shall be paid to the
taxpayer . ...” 2009 Haw. Sess. Laws, Act 154.

In order to calculate the net effective tax credit if taken as a refund rather than as an offset
against a tax liability, the RETC must first be reduced by thirty percent (30%) as follows: 35% x
(1 —30%) = 24.5%. Additionally, refundable credits are considered income to a taxpayer
pursuant to HRS Section 235-2.3 and 26 USCA Sections 61 and §111, and thus the benefit is
further reduced by the combined federal (assuming 38%) and state (assuming 8%) tax rates.
Accordingly, the effective refundable RETC benefit to a recipient who claims the entire RETC
as a refund is 24.5% x (1 -~ 38%) x (1 — 8%) = 13.97%.

As demonstrated above, although the RETC headlines a thirty-five percent (35%) income
tax credit, the actual net effective tax credit is substantively lower. The recent amendment to
HRS Section 235-12.5 enabling RETC refundability attempts to solve some of the monetization
difficulties by making a portion of the RETC amount available to Hawaii income return filers
who cannot utilize state tax credits, but does so only in part, as the amendment further decreases
the RETC’s economic value to those investors claiming the refund. Further, Act 154 did not
affect the narrow language of the statute that limits the parties who may take advantage of the
RETC, thus making the incentive unavailable altogether to significant groups or prospective
renewable energy investors.

2. The Commission is evaluating FiT rates that are non-levelized. Like levelized rates,

such rates would provide projects recovery of their costs and a reasonable rate of
return. Non-levalized rates would increase over time based on a predetermined
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discount or inflation rate. Pages 27 through 29 of Haiku Design and Development’s
opening brief describe and illustrate such an approach.

The Commission requests that the parties provide feedback on whether such rates, if
they provide the same level of compensation (when adjusting for the time value of
money) would be practicable for developers. In particular, could debt and equity
financing structures accommodate rates that provide lower compensation early on and
more compensation later, reducing early cash flow? Would doing so increase the
overall required FiT compensation?

Sopogy Response:

While it may be possible for varying financing strategies and structures to accommodate
non-levelized FiT rates based upon pre-determined escalation rates, such a structure would likely
introduce an added layer of complexity to a developer’s project financing analysis, result in
increased difficulties in obtaining project financing and result in higher project costs overall due
to increased investment risk. On the other hand, to the extent the discount rate applied to the
non-levelized FiT is consistent with that of certain finaciers and the rate sufficiently
compensatory such that those financiers may still realize their expected returns at the front-end
of the project, a non-levelized FiT could be favorable to a project developer, as developers
typically face increasing project operation and maintenance costs over time and collect tail-end
project benefits.

It is difficult to generate a direct comparison of levelized versus non-levelized FiT rates
because a number of assumptions must be made in order to calculate the comparison and these
assumptions are ultimately financier-specific and vary with each project’s unique characteristics.
In general, however, a developer must bring the applicable expected cash stream to present
value. Net present value (“NPV™) calculations are common in the industry, but discount rates
vary due to the differences in weighted average cost of capital (“WACC”) of different
financiers. If a non-levelized FiT rate is instituted, the PUC must select a discount factor, which
could range from 6% to over 18%, to calculate the equivalency between levelized and non-
levelized rates. Due to the vaniations of discount rates utilized by different financiers, the NPV
of an expected income stream under a non-levelized FiT will differ for each analyzing party. As
such, unless the discount factor applied by the PUC to a non-levelized FiT is identical to that of
an analyzing developer or financier, the NPV of a proposed levelized FiT over time versus that
of a proposed non-levelized FiT over the same period of time will be more favorable to certain
parties than others.

Assuming, however, that the discount rate selected for an implemented non-levelized FiT
is consistent with that of a financier, this FiT structure could still introduce added difficulties in
securing project financing. Qutside financiers are accustomed to front-loaded returns over a set
period of time based upon a combination of federal tax and depreciation incentives, state tax
credits (if any) and the corresponding power purchase returns during these early project years. If
FiT rates are designed to delay economic benefits until later in a project’s life, it will take a
longer period of time for investors to realize their expected returns, thus increasing the project
risk for an outside investor. Moreover, if current federal and state incentives are decreased or
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eliminated, the investor payout period will be drawn out even further, thus further exposing
investors.

These cumulative impacts could necessitate fundamental changes to the traditional “flip™
financing structure which has been customarily employed by renewable energy project
developers and financiers. This potential effect to customary finance structure and an investor’s
projected payout period, in addition to the general increased complexity and risk of this
approach, will almost certainly result in a higher cost of construction capital for these projects,
demands by investors for added and/or premium rights, warranties and/or insurance, and
ultimately, financiers investing in other non-Hawaii projects.

On the other hand, in those cases where the non-levelized FiT offers initial rates such that
financiers can realize their expected returns in a relatively short period of time at the front-end of
the project, a non-levelized FiT could be favorable to a project developer. Generally, operating
and maintenance expenses of renewable energy projects increase over time (partially due to
wage inflation), and given a richer tail-end revenue stream, developers who typically collect the
later project benefits could potentially realize a greater margin.

In conclusion, while there may be good reason for implementation of a non-levelized FiT
related to ratepayers and escalating avoided costs, such an approach will likely not be without
impact to the ability of developers to secure project financing. The end result could be an
increase to the total installed costs of renewable energy facilities in the state and a fewer number
of projects installed overall, thus producing a higher longer-term the base cost of non-fossil fuel
energy generation in general and less diversity in and impact of in the independent renewable
energy generation market.
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CERTIFICATE OF SERVICE

| hereby certify that | have on this date served a copy of the Responses to Information Requests

from the National Regulatory Research Institute upon the following parties, by causing a copy hereof to

be e-mailed, or mailed, U.S. postage prepaid, and properly addressed to each such entity.

CATHERINE P. AWAKUNI

EXECUTIVE DIRECTOR

Department of Commerce and Consumer Affairs
Division of Consumer Advocacy

P.O. Box 541

Honolulu, HI 96809

DEAN MATSUURA
MANAGER
REGULATORY AFFAIRS
HAWAIIAN ELECTRIC COMPANY, INC.
P.O. Box 2750
Honolulu, HI 96840-0001

JAY IGNACIO
PRESIDENT

HAWAII ELECTRIC LIGHT COMPANY, INC.

P.O. Box 1027
Hilo, HI 98627-1027

EDWARD REINHARDT
PRESIDENT

MAUI ELECTRIC COMPANY, LTD.
P.O. Box 398

Kahului, HI 96733-6898

THOMAS W. WILLIAMS, IR., ESQ.

PETER Y. KIKUTA, ESQ.

DAMON L. SCHMIDT, ESQ.

GOODSILL, ANDERSON, QUINN & STIFEL
Ali’i Place, Suite 1800

1099 Alakea St.

Honolulu, HI 96813

Counsel for HECO COMPANIES
ROD S. AOK, ESQ.

ALCANTAR & KAHL LLP

120 Montgomery Street, Suite 2200
San Francisco, CA 94104

Counsel for HECO COMPANIES
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THEODORE PECK

DEPARTMENT OF BUSINESS, ECONIMIC
DEVELOPMENT, AND TOURISM

State Office Tower

235 South Beretania Street, Room 501
Honolulu, H1 96813

ESTRELLA SEESE

DEPARTMENT OF BUSINESS, ECONIMIC
DEVELOPMENT, AND TOURISM

State Office Tower

235 South Beretania Street, Room 501
Henolulu, HI 96813

MARK J. BENNETT, ESQ.

DEBORAH DAY EMERSON, ESQ.

GREGG J. KINKLEY, ESQ.

DEPARTMENT OF THE ATTORNEY GENERAL
425 Queen Street

Honolulu, HI 96813

Counsel for DBEDT

CARRIE K.8. OKINAGA, ESQ.

GORDON D. NELSON, ESQ.

DEPARTMENT OF THE CORPORATION COUNSEL
CITY AND COUNTY OF HONOLULU

530 S. King Street, Room 110

Honolulu, HI1 96813

Counsel for the CITY AND COUNTY OF HONOLULU

LINCOLN S.T. ASHIDA, ESQ.

WILLIAM V. BRILHANTE, JR. ESQ.

MICHAEL I. UDOVIC, ESQ.

DEPARTMENT OF THE CORPORATION COUNSEL
COUNTY OF HAWAII

101 Aupuni Street, Suite 325

Hilo, HI1 96720

Counsel for the COUNTY OF HAWAII

HENRY Q CURTIS

KAT BRADY

LIFE OF THE LAND

76 North King Street, Suite 203
Honolulu, HI 96817

CARL FREEDMAN
HAIKU DESIGN & ANALYSIS

Electronically transmitted

Electronically transmitted

Electronically transmitted

Electronically transmitted

Electronically transmitted

Electronically transmitted

Electronically transmitted



4234 Hana Hwy.
Haiku, H1 96708

WARRAN S. BOLLMEIER, 11

HAWAII RENEWABLE ENERGY ALLIANCE
Hawaii Renewable Energy Alliance

46-040 Konane PI., #3816

Kaneche, HI 96744

DOUGLAS A. CODIGA, ESQ.

SCHLACK ITO LOCKWOOD PIPER & ELKIND
Topa Financial Center

745 Fort Street, Suite 1500

Honolulu, HI 96813

Counsel for BLUE PLANET FOUNDATION

MARK DUDA

PRESIDENT

HAWAII SOLAR ENERGY ASSOCIATION
P.O. Box 37070

Honolulu, HT 96837

RILEY SAITO

THE SOLAR ALLIANCE
73-1294 Awakea Street
Kailua-Kona, HI 96740

JOEL K. MATSUNAGA

HAWAII BIOENERGY, LL.C

737 Bishop Street, Suite 1860

Pacific Guardian Center, Mauka Tower
Honolulu, HI 96813

KENT D. MORIHARA, ESQ.
KRIS N. NAKAGAWA, ESQ.
MORIHARA LAU & FONG LLP
841 Bishop Street, Suite 400
Honolulu, H1 96813

Counsel for HAWAII BIOENERGY, LLC

THEODORE E. ROBERTS
SEMPRA GENERATION
101 Ash Street, HQ 12

San Diego, CA 92101-3017

CLIFFORD SMITH

MAUI LAND & PINEAPPLE COMPANY, INC.
120 Kane Street

Kahului, HI 96732
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ERIC W, KVAM Electronically transmitted
CHIEF EXECUTIVE OFFICER

ZERO EMISSIONS LEASING LLC

2800 Woodlawn Drive, Suite 131

Honolulu, HI 96822

GERALD A. SUMIDA, ESQ. Electronically transmitted
TIM LUI-KWAN, ESQ.

NATHAN C. NELSON, ESQ.

CARLSMITH BALL LLP

ASB Tower, Suite 2200

1001 Bishop Street

Honolulu, HI 96813

Counsel for HAWAII HOLDINGS, LLC, dba FIRST WIND
HAWALII

CHRIS MENTZEL Electronically transmitted
CHIEF EXECUTIVE OFFICER

CLEAN ENERGY MAUI LLC

619 Kupulau Dr.

Kihei, HI 96753

HARLAN Y. KIMURA, ESQ. Electronically transmitted
Central Pacific Plaza

220 South King Street, Suite 1660

Honolulu, HI 96813

Counsel for TAWHIRI POWER LLC

SANDRA-ANN Y.H. WONG, ESQ. Electronically transmitted
ATTORNEY AT LAW, A LAW CORPORATION

1050 Bishop Street, #514

Honolulu, HI 96813

Counsel for ALEXANDAR & BALDWIN, INC. through is

division, HAWAIIAN COMMERCIAL & SUGAR
COMPANY

Dated: Honolulu, Hawaii, August [3, 2009

Partefe

PAMELA ANN JCE, ESQ.
VP of Public Policy and General Counsel
Sopogy, Inc.
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